tax policy has dominated the issues in this field of taxation. At the same time the host countries have become more aware that one of the greatest benefits they receive from the presence of foreign investment is the tax revenue they are able to collect from the income generated by these investments. This issue has tended to dominate the discussion with foreign investors in those countries where such investment has been related to the extraction of natural resources. The exception to this general observation has been Canada, where throughout the past decade the discussion of foreign investment has been concentrated on the real and imaginary (and usually unquantified) benefits and costs of technological transfers, technical and economic domination, regional job creation, and the promotion of manufacturing.
Accompanying the rise in the taxation of income from foreign-owned investment by host countries (exemplified in the extreme by the OPEC countries) has been the significant attention focused on the foreign tax credit provisions of the U.S. corporate income tax system.
I TAX TREATMENT OF FOREIGN SOURCE INCOME IN CANADA, THE UNITED STATES AND MEXICO

A. Some Common Characteristics
Canada, the United States and Mexico tax their residents and citizens on their worldwide income, and provide limited foreign tax credit for taxes paid to host countries. In all three countries, the foreign tax credit available under the tax laws is basically the lesser of the foreign income tax paid on the foreign source income or the domestic tax on such foreign source income. The general administrative approach of the Revenue Departments seems to be one of restricting the availability of the foreign tax credit by requiring a "reasonable" apportionment of several domestic expenses and deductions to reduce foreign source income even where there are no specific provisions in the tax laws for allocating such expenses and deductions. This approach to tax administration would most likely lead to an increase in the overall taxation of foreign source income and a reduction in double taxation relief. 4 Changes in January 1977 of section 861 of the Internal Revenue
Code of the United States and the regulations thereunder seem to reflect this restrictive attitude of the U.S. Treasury Department. The basic principles underlying the taxation of foreign source income and the allowance of a foreign tax credit includes the need for tax neutrality between domestic and foreign investors, the recognition of the primary right of the source country to tax income earned there, and the desire to develop an international equity approach to taxation.
B. Canada
Under section 126 of the Income Tax Act, a Canadian resident taxpayer is entitled to a foreign tax credit against the Canadian tax that would otherwise be payable on foreign source income. There are three important features of the foreign tax credit provisions which should be noted in this overview. 5 First, the credit is computed on a per country basis rather than on a global basis as is done in the United States. 6 Since Canada treats each country as a separate unit, it thereby limits the credit to the amount of Canadian tax on the foreign source income from each country. Second, a distinction is made between business income tax 7 and nonbusiness income tax 8 and thus separate calculations are made for foreign taxes on the business income and the nonbusiness income arising from each country. The distinction is an integral aspect of the credit system, because the choice of the applicable scheme for calculations is contingent on whether a particular income tax is characterized as a business or nonbusiness income tax. For example, a foreign tax credit is available only on an annual basis with no carryforward or carrybackward in the case of nonbusiness income tax, whereas in the case of credit for business income tax, a five-year carryforward is permitted. 9 Third, there is a proportionate limitation where the maximum credit granted -for foreign taxes paid is the full domestic tax otherwise payable on the foreign source income.
10 The operation of this limitation means that the minimum rate of tax paid on the foreign source income is the Canadian rate. If the foreign tax rate is less than that of Canada, then Canada imposes a tax at the rate equal to the excess of the Canadian rate over the foreign rate. If the foreign rate is equal to or in exess of the Canadian rate then no Canadian tax is paid on the foreign source income. Again, in applying this limitation, separate calculation are made on a per country basis, as well as with respect to business income and nonbusiness income taxes. Ultimately, the fragmented method of calculating foreign tax credits may lead to substantial uncertainty and confusion in the application of foreign tax credit provisions. Given that multinational enterprises carry on business in several countries, it becomes necessary to determine the amount of foreign source income of Canadian resident taxpayers from the respective host countries. The Income Tax 7. Subsection 126(7)(a) defines "business-income tax" as any income or profits taxes paid by the taxpayer to a foreign country or any state, province or other political subdivision of that country that may reasonably be regarded as tax which was paid on the income from any business carried on by the taxpayer in the foreign country.
8. Subsection 126(7)(c) defines "non-business-income tax" as any other income or profits taxes paid by the taxpayer to a foreign country, or any state, province or other political subdivision of that country which was not included in the computation of the taxpayer's "business-income tax". However, by virtue of subsection 20(11), this does not include any foreign taxes in excess of 15 percent paid on property income earned by the individual taxpayer. In addition, the definition does not include foreign taxes on property income or capital gains which the taxpayer chooses under subsection 20(12) to take as deduction in computing his income.
9. Subsection 126(7)(b) provides a method for the calculation of "foreign-tax carryover" which in effect allows business income tax paid in a particular year which is in excess of the amount creditable for that year to be carried forward for a period of five years.
10. Income Tax Act § 126(1), (2).
Act does not provide any method for determining the territorial sources of income, but the Act requires the allocation of expenses to various territorial sources of income. Subsection 4(1) requires that in the computation of the taxpayer's income only deductions that may be "reasonably" regarded as wholly applicable to that part of the business carried on in a particular place should be allocated to such income. Apparently, before a Canadian resident taxpayer can allocate business expenses, he must establish the territorial sources of income. This allocation of expenses and other deductions among the various territorial sources in which the Canadian multinational enterprise does business, in order to benefit from the foreign tax credit provisions, may lead to substantial doubts in application of those provisions. One area where this allocation problem would create difficulties, for example, is transfer pricing.
C. United States
Although the United States asserts its taxing jurisdiction over the foreign source income of its citizens and residents, sections 901 and 903 of the Internal Revenue Code grant a foreign tax credit for income taxes or taxes paid in lieu of income taxes on the foreign source income of other countries. ' The U.S. foreign tax credit is computed on a global basis, and thus all income from foreign sources is totalled and a single foreign income tax credit is calculated.
In general, the U.S. citizen or resident is taxed, nominally, at the higher of the rates charged by the host country or the United States on his foreign source income. This is accomplished by subjecting patriated foreign earned income to regular U.S. tax rates, but allowing credits toward U.S. tax liabilities for income taxes incurred abroad, limited to the amount of U.S. taxes due on the foreign source income. t 2 For countries where local income taxes are higher than those charged in the United States, the taxpayer is left with a surplus of tax credits over and above what can be used to offset U.S. rates on the foreign income. Where the local rates are lower than U.S. rates, there will not be enough tax credits generated to offset the entire U.S. tax liability. The latter situation is referred to as a deficit of foreign tax credits. Under the rules of the U.S. foreign tax credit system, the U. S. taxpayer may pool the tax credit surpluses earned in one country with the deficits originating in another country. t 3 The consequence is to allow U. S. taxpayers to arrange their affairs so that their foreign source income is taxed at an effective rate 11. Internal Revenue Code sections 882 and 871 (b) impose a tax on foreign source income of foreign corporations and nonresident aliens, respectively, that is "effectively connected" with a business in the United States. However, section 906 of the Internal Revenue Code provides a limited form of foreign tax credit for some foreign income taxes paid with respect to this income. Under paragraph 901(b), foreigners are entitled to the foreign tax credit but the section 906 credit is granted only for taxes that qualify under sections 901 and 903 and which, in addition are paid or accrued during the taxable year with respect to income effectively connected with the conduct of business in the United States. Thus, in addition to the special rules in section 906, the basic rules used in the ordinary foreign tax credit are applicable. In contrast, the foreign source income of a nonresident is not subject to Canadian tax of any kind.
12. See I.R.C. § § 901-904 and regulations thereunder. The most thorough, though now somewhat dated, reference work on this subject, is OWENS, THE FOREIGN TAX CREDIT (1961) . A more recent work on this subject by the same author is INTERNATIONAL ASPECTS OF-U.S. INCOME TAXATION: CASES AND MATERIALS (1980) , published in three volumes by Harvard Law School.
13. Some exceptions to this rule apply to the tax credits created from taxes paid on the production of [Vol. 44: No. 3 approximating their marginal rate on U.S. source income. This is possible because the U.S. foreign tax credits are computed on a global basis, and thus there is only the overall global limitation on available foreign tax credits. The overall foreign tax credit limitation may provide an incentive for U.S. investors, with foreign source profits that are taxed relatively highly, to take steps to assure that all foreign taxes are creditable. For example, they may choose to reorganize or increase their foreign investments in less heavily taxed jurisdictions, or to engage in business activities which may increase their foreign source income in order to lower the overall effective foreign tax rate.' 4 It should be noted that a U.S. corporate shareholder, owning at least 10 percent of the voting power of a foreign corporation which has paid a dividend out of accumulated profits, is permitted under section 902 of the Internal Revenue Code to credit a proportionate amount of the foreign income taxes paid by the foreign corporation on its earnings.1 5 This credit is usually referred to as the "deemed paid" or indirect foreign tax credit.
In general the U.S. taxpayer has the option of treating all direct foreign taxes paid as a deductible expense (under section 164 of the Internal Revenue Code) rather than claiming a foreign tax credit. However, the credit is usually regarded as being more advantageous to a taxpayer than a deduction, except perhaps where the taxpayer suffers an overall loss.' 6 Another important difference between the U.S. and Canadian foreign tax credit provisions is that the U.S. tax code provides general rules in section 861 for determining territorial sources of income for the calculation of the foreign tax credit. In addition, the regulations under section 861 provide several methods of allocating expenses between U.S. and foreign source income.
One objective of international corporate planning is to minimize global tax obligations by not accumulating excess, and potentially unusable, tax credits. Some of the elements that enter into tax planning are: (i) the shifting of earnings to low-tax countries so as to create tax credit deficits; (ii) the rechanneling of accounting profits into management fees or into interest payments on intercorporate debt;' 7 and (iii) the deferral of both the subsidiary earnings patriation and the accompanying U.S. tax liability. 16. Hammer & Chan, supra note 14, at 434. 17. These payments are usually taxed at rates different from those levied on dividends. In the case of Canada, bona fide management charges or payments of interest between private parties are subject only to the 15 percent withholding tax (reduced by treaty from the 25 percent rate dictated in Income Tax Act section 212(1)), but not to the regular tax on corporate profits. Where a U.S. corporation borrows at home and uses the proceeds to lend to its foreign subsidiary, the borrowing costs may be deducted against U.S. source income. The interest payments of the foreign subsidiary reduce its taxable profits.
income until dividends are actually paid creates a situation in which if the host country's taxes are lower than those of the United States, the multinational corporation may gain from reinvestment of earnings in the subsidiary and postponement of the U.S. tax liability. In such a case some incentive for expansion is lost when the host country increases its tax rates even though they remain below the rate of the U.S. corporate income tax.
1 8 The governments of countries which act as hosts to the U.S. source investment have objectives of their own to pursue. Two of the most important are the encouragement of economic activity in the sector where the U.S. investment is located, and the collection of revenue from it. If deferral of the taxation of subsidiary profits were not allowed by the U.S. Treasury, and if the U.S. investor did not have surplus tax credits elsewhere, no trade-off would exist between these two policy objectives until the host country's effective tax rate on the income from foreign investment reached that of the United States.
The incentive given to the tax planners for U.S. investors can only be changed if the rate of host country taxation exceeds that of the United States.
If a multinational corporation is operating in several countries and has accumulated an overall excess offoreign tax credits, an increase in the income tax rates of any one of the host countries, even if its initial rate is below that of the United States, will result in a decrease in the incentive to invest in that country. The increase in the host country's tax rate will increase the multinational corporation's stock of foreign tax credits to be carried forward for future use. The present value of these excess tax credits to the multinational corporation, however, will always be less than their current nominal value.
In the 1970s the increased host country taxes on the activities of the U.S.-owned oil companies resulted in a significant build up of excess tax credits by these firms. This prompted many of these firms to diversify into other activities in countries where taxes on income were below the U.S. rates. The U.S. government's reaction to this prospect has been both to restrict the activities to which the excess foreign tax credits generated by the petroleum industry can be applied and to become more strict in determining which payments are allowed as foreign tax credits. 19 The ultimate impact of any change in Canadian, Mexican or other foreign country's taxation on the incentive for U.S. residents to invest in the foreign country depends critically on whether or not the tax generates U.S. foreign tax credits. It is important, therefore, to review some of the recent rulings by the Internal Revenue Service defining what precisely is foreign tax. 20 Prior to 1976, the generally accepted definition of what constituted a creditable tax in the United States 18. If deferred taxes are reinvested in the host country, there will normally be no presen/ value cost to the United States from deferred tax payments. Deferral aids the U.S. parent because it allows added flexibility to patriate dividends so as to utilize more effectively its foreign tax credits.
19. The result is a set of regulations described in the U.S. Department of Treasury, News Release, Nov. 12, 1980.
20. This review draws heavily on discussions one of the authors has had with Robert Conrad, and his excellent review of recent changes in the U.S. treatment of foreign taxes found in was a foreign tax that was similar in both "structure and intent" to the U.S. tax.
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If a foreign tax was not creditable because it was not an income tax levied on either a U.S. branch or subsidiary, 22 it might nevertheless be declared creditable under the "in lieu of" provision. 23 The regulations under this provision set forth three requirements, other than an income tax, for a payment to a foreign government to qualify as a creditable tax. 2 4 First, the country must have in force a general income tax law. Second, the taxpayer claiming the credit must be subject to the other tax. Third, the general income tax must not be imposed on the taxpayer.
In spite of the above provisions, there has always been some ambiguity in the definition of creditable tax. This ambiguity has caused the greatest difficulty in the cases of petroleum, mineral and other natural resource operations. In these activities the mineral rights in most countries are held by the state, and as a result, operating firms are often required to pay both income taxes and royalties (or other production tax) to the host country. Because both tax payments are made to the host government, it may be not clear from the structure of the tax system which tax or part of a tax is a tax on "income" and which is a factor payment. If the royalty is made as a payment to the owner for the extracted mineral resource, then to declare it a creditable tax would be to allow a tax credit for wages paid to workers in the foreign country. This ambiguity has been the subject of numerous rulings and court cases.
The Internal Revenue Service issued three rulings in January 1978 which have forced a review of the determinants of a creditable tax. Briefly, Revenue Ruling 78-6125 stated that the Province of Ontario Mining Tax was not a creditable tax because expenses such as interest deductions, royalty payments to the landowner, and exploration expenses were not allowed as deductions in computing the base. In addition, the Internal Revenue Service stated three requirements for use in determining whether or not a foreign payment was a creditable tax. 26 First, the base of the foreign tax must be "realized in the United States' sense." Second, the tax should be so structured as to tax only the "net" gain after its realization. Finally, a foreign tax must be imposed on the receipt of income "rather than on transactions such as sales or the exercise of a privilege or a franchise" ('.e. , a mineral royalty). The three principles stated in Revenue Ruling 78-61 were expanded in Revenue Rulings 78-6227 and 78-63.28. The first ruling declared a French domicile tax to be noncreditable because it was based on "estimated" income. The latter ruling 21. For the history of this debate, see the two works by Owens, supra note 12. 22. This is covered in sections 901 and 902 of the Internal Revenue Code. Section 901 states that a U.S. citizen or domestic corportion is allowed a credit for: "the amount of any income, war profits, and excess profits taxes paid or accrued during the taxable year to any foreign country or to any possession of the United States," subject to limitations of section 904. The definition of creditable taxes in section 902 is the same as that found in sections 901 and 903.
23. Section 903 states that: "the term 'income, war profits, and excess profits taxes' shall include a tax paid in lieu of a tax on income, war profits, or excess profits otherwise generally imposed by any foreign country or by any possession of the United States". this ruling that a tax base determined through the use of "posted prices" was "artifical or fictitious" and therefore the tax imposed was noncreditable. These three rulings elicited expressions of concern by several parties that the Internal Revenue Service was, in fact, legislating new law.
3 0 The Internal Revenue Service stated that it would study the entire area and issue new regulations which would clarify its position. Because of the importance of these rulings for foreign investment income, the Internal Revenue Service issued "guidelines" for creditability in July 1978. 3 1 The guidelines state that if a foreign government owns the mineral rights, a tax will be creditable if the host government requires another "payment of an appropriate royalty" and all of the following conditions are satisfied:
(1). The amount of income tax is calculated separately and independently of the amount of the royalty and of any other tax or charge imposed by the foreign government.
(2).
Under the foreign law and in its actual administration the income tax is imposed on the receipt of income by the taxpayer and such income is determined on the basis of arm's length amounts. Further, these receipts are actually realized in a manner consistent with U.S. income taxation principles. (3).
The taxpayer's income tax liability cannot be discharged from property owned by the foreign government. (4). The foreign income tax liability, if any, is computed on the basis of the taxpayer's entire extractive operations within the foreign country. (5). While the foreign tax base need not be identical or nearly identical with the U.S. tax base, the taxpayer, in computing the income subject to the foreign income tax, is allowed to deduct without limitation significant expenses paid or incurred. Reasonable limitations on the recovery of capital expenditures are acceptable. After further comment and study, temporary regulations were issued on November 12, 1980.
33 These new regulations maintain the spirit and intent of the 1978 rulings and contain several examples relating to specific technical issues. The new regulations state that a foreign charge is a creditable tax under the provisions of section 901 "if and only if:" (1) "the charge is not compensation for a specific economic benefit," (2) "the charge is based on realized net income," and (3) "the charge follows reasonable rules regarding source of income, residence or other bases for taxing jurisdiction." The regulations also state that the basis for comparision in the determination of creditability is the U.S. tax system. The regulations for section 903's "in lieu of" provision are also expanded to include a more stringent "substitution" requirement as well as an additional "comparability" requirement. The comparability requirement seeks to ensure that the liability for the substitute tax will not be "significantly greater than" the general income tax.
In summary, the Internal Revenue has developed more stringent requirements for creditability of a foreign tax. This new emphasis could have a substantial effect on the behavior of U.S. investors abroad unless host governments can change their tax laws to conform with the new guidelines. Since all "non-creditable" foreign charges are deductible in computing U.S. taxes, a loss of credits could mean a reduction of up to approximately one-half the value of this charge for U.S. tax purposes. This fact could increase the total tax bill of U.S. foreign operations and may change the relative incentives for foreign versus domestic investment. In addition, this trend toward increased U.S. taxation of foreign investment income is strengthened by the requirement that certain domestic expenses be deducted from foreign investment income.
D. Mexico
Mexico taxes its residents and citizens on their worldwide income but does provide limited relief from double taxation through the foreign tax credit provisions of its taxing statutes. Unlike Canada and the United States, Mexico has signed no tax treaties with any country for the avoidance of double taxation. Article 3 of the Income Tax Act provides for the foreign tax credit with respect to income taxes paid on the foreign source income to the host country. The credit is limited to the lower of the foreign income tax paid or the Mexican income tax payable on the foreign source income. The Act does not provide for the allocation of domestic expenses to the foreign source income but the tax administrative authority (Treasury Department) does require an apportionment of domestic expenses that are related to such foreign source income to reduce the foreign source income, and thus restricts the availability of the foreign tax credit. 35 Overall, it would appear that Mexico does not provide the same amount of relief from double taxation as do the United States and Canada. Mexico has no tax treaty with any country, and in addition, the foreign tax credit provision does not allow for carryforward or carrybackward of any excess of foreign tax credit. The Mexican system is also governed by both the "overall" and the "country-bycountry" limitations.
The Organization of Economic Cooperation and Development Draft Model Treaty has been adopted by most countries as the basis for international tax treaties, and is no doubt a major reason why Mexico has not entered into any such treaties. The OECD Model Treaty has been criticized by several developing countries as having a bias toward the developed countries and as having the practical effect of shifting a large proportion of income tax revenues, to which the developing countries seem to have a legitimate and equitable claim, from their treasuries to those of the developed countries. Mexican Model Treaty was drafted with a bias for taxing income at source rather than residence and would thus provide a model for tax treaties that would go far in removing the adverse effects suffered by several developing countries.
It is clear, however, that a U.S.-style system of foreign tax credits effectively results in taxation of income at source rather than residence with the proviso that if the home country has a higher tax rate than the host country, then the home country collects the excess tax revenues. Firms located in high-tax home countries are then indifferent, from a taxation perspective, between investing in the home or a low-tax host country. Alternatively, if income from operations in a host country is taxed only at the low tax rate of that country, then the firm will have an incentive to increase its investments there, and hence, increase the tax revenues of the host country.
II CANADIAN TAX POLICY CHANGES: EFFECTS ON TAX REVENUE AND
U.S. INVESTMENT INCENTIVES IN CANADA
To illustrate the magnitude of the effects of changes in income tax policy on the tax revenues of host and home countries as well as the incentives to undertake foreign investments, some examples are drawn from U.S. investments in Canada. dividends and branch profit income of U.S.-based corporations, the government of Canada would, at least in the short run, collect more revenues. The task here is to estimate how much of these revenues would come from a decrease (through new tax credits) in U.S. taxes paid, given that the remaining sums would come out of the coffers of the tax paying corporations.
These amounts are estimated in Summary Table I for each of 1972 and 1974 in two ways. The first, which uses potential tax credits for each industrial sector, provides an estimate of the maximum amount of foreign tax credits each industry could claim based on its creditable income tax payments made outside the United States in that year plus any carryforward of excess tax credits from the previous years.4
The second measure of the incentive and tax transfer effects of an increase in the Canadian withholding tax is based on the actual tax credits claimed on returns filed. If an industry utilizes fewer tax credits than it has U.S. tax liabilities on its foreign earned income, then the sector is classified as having a deficit of tax credits, even if after aggregating all the companies in a sector it appears that there are sufficient foreign tax credits to cover the deficit.
The results presented in Summary Table I In each of the above cases, the lowest estimate of the tax transfer from the U.S. Treasury corresponds to the case where it is assumed that all the foreign tax credits can potentially be used to decrease the U.S. tax liability on foreign source income in the industry.
statutory rate of 25 percent is provided for in the Act." CANADIAN MASTER TAX GUIDE 1981 (CCH Canadian Ltd.) 13,060. 41. Because of the nature of the data base, this estimate of maximum foreign tax credits implies the assumption that the excess tax credits of one firm within an industry could be used to offset the deficits of another. This practice is in fact not allowed; thus this procedure underestimates the negative incentive effect of an increase in Canadian tax rates on U.S. companies operating in Canada if the companies already have a surplus of tax credits. On the other hand, it will underestimate the tax transfer effect (from the Canadian to the U.S. Treasury) and hence overestimate the incentive effect for these companies that have a deficit of tax credits, when Canada raises its withholding or other income taxes. The results indicate that U.S. companies operating in Canada tend to have a deficit of tax credits with fewer foreign tax credits being used and more U.S. taxes being paid than would be predicted by the industry aggregates. Thus it appears that the industry averages understate the degree to which individual U.S. companies operating in Canada have a deficit of foreign tax credits. See Deutsch & Jenkins, supra note 35, app. z > = .l 0 This section investigates the consequences of withholding tax change proposed in the 1980 Canada-United States Tax Treaty. Under these proposals, a U.S. company owning 10 percent or more of a Canadian subsidiary would have its withholding tax on patriated earnings reduced from 15 to 10 percent.
Summary Table II is constructed to show the impact of such a change in taxes on the dividends and branch profits patriated from U.S.-owned affiliates in Canada. This change in tax policy results in an estimated reduction in the overall tax burden of only six out of twenty-two industries using 1972 data and two out of fifteen industries using 1974 data.
Canadian taxes collected are estimated to fall by $51 million using 1972 data and $57 million using 1974 data. Assuming the use of actual tax credits, almost 100 percent of the tax savings in Canada would have to be dissipated by increased As above, the fact of overriding importance is the shift of taxes collected from one government to the other. Such changes in Canadian tax policy affecting income from foreign-owned investments tend to alter minimally the burden of the ultimate taxpayers, and therefore have only a slight impact on the incentives to carry on or to expand business in Canada.
C. Reduction in the Corporate Tax Rate on Manufacturing
The general tax rate on corporate profits, with respect to manufacturing operations only, was lowered from 46 to 40 percent in the 1972 Budget of the Government of Canada. 42 To determine what tax transfers and business incentives were created by this reduction with respect to U.S.-owned manufacturing in Canada, the consequences of restoring the rate to 46 percent have been estimated below. In calculating the earnings and profits content of dividends and the corresponding foreign income taxes paid, the United States uses a last-created-first-declared basis. 43 Dividends and tax credits are assumed to arise first from the most recent year's earnings and profits and then from the preceding years' earnings and profits if the current year's are not sufficient.
Because the Internal Revenue Service estimates foreign tax credits and taxable income in this way, the increase in foreign tax credits available can be estimated [Vol. 44: No. 3 by applying the change in the corporate income tax rate to the value of dividends and branch profits grossed up for taxes paid. This value of increased foreign tax credits must then be adjusted downward to account for the fact that both dividends and withholding taxes will be reduced approximately proportionally as corporate income taxes are increased. Summary Table III estimates the consequences, by manufacturing industry, of having decreased the corporate income tax by 6 percentage points for 1974. In the absence of specific information on the subsidiaries, it is assumed that the classification of the U.S. parent companies is identical with the activity of the Canadian subsidiaries for tax purposes.
The values reported in Summary Table III suggest that a very high proportion of the money lost by the government of Canada through the application of the lower corporate tax rate to the U.S. subsidiaries ends up in the coffers of the U.S. government in the form of additional taxes collected. This applies to $56 million out of $72 million (78 percent) in 1974. The benefits remaining with industry accrue to "Petroleum Refining" which captures, unambiguously, the entire net tax benefit of $16 million in 1974. The preceding estimates of revenue loss to Canada apply only to patriated earnings. In addition to these amounts, there is a revenue loss due to the reduction of taxes applicable to earnings currently retained. Using the overall retention ratio for U.S. investment in Canada of 59 percent, the total tax loss to Canada should be approximately $175 million. 44 These results indicate that incentives arising from adjustments to corporation income tax rates alone will be dampened if a significant proportion of the companies in the targeted industries are subsidiaries of U.S. companies. For these subsidiaries a reduction in Canadian corporation taxes generally results in a reduction of foreign tax credits below the amount of U.S. tax liabilities due on this income. Increased tax payments to the Internal Revenue Service are thereby substituted for payments to Revenue Canada.
III
CONCLUDING REMARKS
The taxation of foreign investment by Canada, the United States and Mexico can affect the aggregate level of investment in North America, the distribution of this investment, and the tax revenues it generates among these countries. The essentially bilateral nature of the taxation of the profits of foreign capital can lead to substantial unintended effects from changes in domestic tax rates or regulations. For example, if Canada drops its corporate tax rate to encourage both domestic and foreign investment, then one result is the transfer of tax revenues to the United States and other countries with tax rates at or above those in Canada without any increase in foreign investment incentives. The foreign investor still faces the same total tax bill payable to home and host countries. The Canadian authorities should have no particular incentive to make indirect transfers to the United States or to any other foreign treasury; therefore, they should be reluctant to lower taxes on foreign profits. Conversely, a foreign government can be expected to resist Canadian tax hikes.
The United States has been moving toward making it more difficult to have foreign taxes creditable. This tends to make U.S. investment in Canada and Mexico less attractive as the total taxes payable are raised. This investment disincentive is further strengthened by the U.S. requirement for certain domestic expenses to be deducted from foreign profits. Given the importance of U.S. foreign investments, both Canada and Mexico will be under pressure to align their taxation systems with U.S. foreign tax credit requirements.
The bilateral nature of foreign investment taxation makes it a component of foreign aid. When less developed countries seek to attract foreign investrment through low corporate tax rates, such incentives can be neutralized by home-country taxation of the repatriated profits. The home country must establish a taxsparing agreement by which it forgoes taxing the newly exposed tax base in order to make the tax cut effective. Canada and the United States must decide whether they will agree to make such tax expenditures part of their aid packages to Mexico.
